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This amended staff report is the same as the previously docketed staff report except the
correct date of the report has been inserted above on this memorandum page. No other changes
have been made in this staff report.

Attached is the Staff Report for Arizona Electric Power Cooperative, Inc.’s. application
for financing authorization.

Staff recommends contingent approval.
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EXECUTIVE SUMMARY

Arizona Electric Power Cooperative, Inc. (“AEPCO” or “Applicant”) is a non-profit
electric generation cooperative that supplies all or most of the power needs of its five Arizona
Class A member distribution cooperatives.

On November 4, 2004, AEPCO filed an application with the Arizona Corporation
Commission (“Commission”) requesting authorization to issue long-term debt in an amount not
to exceed $4.9 million from the National Rural Utilities Cooperative Finance Corporation
(“CFC”), to issue interim financing from the CFC in an amount not to exceed $3.5 million, and

to issue its subsequent permanent financing in an amount not to exceed $3,050,000 from the
Federal Financing Bank (“FFB”).

On July 23, 2004, the Applicant filed a rate application (Docket No. E-01773A-04-0528).

The purpose of the proposed long-term CFC loan is to finance the closure of the inactive
combustion waste disposal facility at Apache Station. The purpose of the proposed FFB loan is
to finance the construction of a new low volume wastewater pond.

AEPCO’s current rates are not sufficient to service the proposed loans debt payments.
The proposed/recommended revenues (the Applicant and Staff agree on the revenue
requirement) in its rate case (Docket No. E-01773A-04-0528) are sufficient to service the new
debt AEPCO is requesting authorization to incur. Accordingly, Staff’s recommendation is
contingent upon the Commission’s approval of the Applicant’s proposed revenues.

The Applicant’s capital structure after the proposed CFC and FFB loans would be
composed of 6.3 percent short-term debt, 89.9 percent long-term debt, and 3.8 percent equity.
The proposed/recommended revenues in the rate case and incurrence of AEPCO’s proposed
$4,900,000 CFC loan and $3,050,000 FFB loan would produce a times interest earned ratio of
1.54 and a debt service ratio of 1.01.

Staff concludes that the purposes of the proposed debt are lawful and issuance of the debt
is within AEPCO’s corporate powers. However, due to AEPCO’s excessively leverage capital
structure, issuance of this debt is only compatible with sound financial practices that will not
impair its ability to provide public service if the proposed/recommended revenues in the rate case
are adopted and if AEPCO adopts a plan to improve its capital structure in the near future.

Staff recommends approval of AEPCO’s request for financing authorization contingent
upon the Commission’s approval of the proposed/recommended rate case revenues and also
subject to the Applicant committing to adopt a plan concurrent with its rate case to improve its
capital structure by increasing the patronage equity portion to at least 30 percent.
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Introduction

On November 4, 2004, Arizona Electric Power Cooperative, Inc. (“AEPCO” or
“Applicant”) filed an application with the Arizona Corporation Commission (“Commission’)
requesting authorization to borrow an amount not to exceed $4.9 million from the National Rural
Utilities Cooperative Finance Corporation (“CFC”) to finance the closing of an inactive
combustion waste disposal facility. In addition, the Applicant requests approval of interim
financing from the CFC in an amount not to exceed $3.5 million and subsequent permanent
financing in an amount not to exceed $3,050,000 from the Federal Financing Bank (“FFB”) to
finance the construction of a new low volume wastewater pond.

Notice

The Applicant notified its customers of the application for the proposed loans by having
notice published in the Arizona Daily Star/Tucson Citizen on January 6, 2005 and in the
Kingman Daily Miner on January 7, 2005. A copy of the notice is attached.

Background

AFEPCO is a non-profit electric generation cooperative that supplies all or most of the
power needs of its five Arizona Class A member distribution cooperatives. These members use
this power to meet the electricity needs of their retail member owners in rural areas of Arizona.

In August 2001, AEPCO spun off two entities: Southwest Transmission Cooperative, Inc.
(“SWTCQO”) that owns and operates transmission lines formerly owned and operated by AEPCO,
and Sierra Southwest Cooperative, Inc. that provides personnel services to both AEPCO and
SWTCO.

Pursuant to an Aquifer Protection Permit by the Arizona Department of Environmental
Quality (“ADEQ”), the Applicant plans to close its inactive combustion waste disposal facility
and build a low volume wastewater pond at Apache Station.

The Applicant filed a rate case on July 23, 2004 (Docket No. E-01773 A-04-0528).

Purpose of the Financing

The purpose of the proposed $4.9 million CFC loan is to finance the closure of the
inactive combustion waste disposal facility at AEPCO’s Apache generating station. The
Applicant estimates that the closure of this facility will cost about $4.3 million. The remaining
$600,000 would be used to purchase a capital term certificate as required by CFC. This capital
term certificate is refundable upon payment of the note.

The purpose of the $3,050,000 proposed FFB loan is to finance the construction of a low
volume waste water pond at Apache Station in accordance with the Aquifer Protection Permit.
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While waiting for the funds from the FFB loan to become available to AEPCO, the Applicant is
also requesting approval of a $3.5 million interim CFC loan ($3,050,000 will be used to finance
the construction and about $450,000 will be used to acquire the CFC capital term certificate).
This interim loan would allow AEPCO to start the construction as promptly as possible.

Engineering Analysis

Staff visited AEPCO’s Apache Power Plant to ascertain the operational status of facilities
contained in the AEPCO financing and rate application (Docket No. E-01773A-04-0528) cases
pending before the Commission. Staff found that the inactive ash pond is no longer “used and
useful” and, therefore, is appropriately being retired in 2005. A new low volume waste water
evaporation pond is needed once the old combustion waste disposal facility is retired to comply
with ADEQ and Arizona Department of Water Resources (“ADWR”) requirements. Staff finds
the cost of these facility improvements as reported in AEPCO’s financing application to be
reasonable and appropriate.

Description of Proposed Financing

The term of the proposed $4.9 million CFC loan would be 10 years. The interest rate on
this loan will be determined by the published CFC ten (10) year long-term debt rate at the time of
the loan issuance. The rate was 6.25 percent as of December 7, 2004. No pre-payment penalties
are applicable for this proposed CFC loan.

Two years is the maximum term of the proposed $3.5 million interim CFC loan. The
Applicant plans to replace this interim financing with a $3,050,000 FFB loan when the FFB
funds become available. The principal on the proposed $3.5 million interim CFC loan is to be
repaid upon draw of the permanent proposed $3,050,000 FFB loan. The interim CFC loan
interest rate will be the published CFC long-term variable rate at the time of the loan issuance.
The published CFC long-term variable rate, which fluctuates, was 4.20 percent as of December
7,2004.

The term of the proposed $3,050,000 FFB loan would be 30 years with a two-year
principal deferment based upon a maturity of December 31, 2035. The interest rate is established
daily by the United States Treasury (based on the average yield on outstanding marketable
obligations of the United States having a final maturity comparable to the final maturity of the
advance). RUS will add to that rate 1/8 of one percent. The interest rate is determined at the time
of each advance.

Financial Analysis

The financial analysis is based on Staff’s recommended rates (Docket No. E-01773A-04-
0528). Schedule AXR-1, attached, presents selected financial information reflecting Staff’s
recommended rates and pro forma information reflecting the inclusion of the estimated $4.9
million CFC loan at 6.25 percent per annum and the estimated permanent $3,050,000 FFB loan
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at a 4.77 percent per annum. Schedule AXR-1 also presents adjusted and pro forma operating
income, debt service coverage ratio (“DSC”), times interest earned ratio (“TIER”) and capital
structure.

AEPCQO’s capital structure before the proposed CFC and FFB loans is composed of 6.3
percent short-term debt, 89.7 percent long-term debt and 4.0 percent equity. The Applicant’s
capital structure after the proposed CFC and FFB loans would be composed of 6.3 percent short-
term debt, 89.9 percent long-term debt, and 3.8 percent equity. The Applicant’s capital structure
is excessively leveraged. AEPCO should improve its patronage equity position.

Debt service coverage ratio represents the number of times internally generated cash will
cover required principal and interest payments on long-term debt. A DSC greater than 1.0
indicates that operating cash flow is sufficient to cover debt obligations.

Times interest earned ratio represents the number of times operating income will cover
interest expense on a long-term debt. A TIER greater than 1.0 means that operating income is
greater than interest expense. A TIER less than 1.0 is not sustainable in the long-term, but does
not necessarily mean that debt obligations cannot be met in the short-term.

Schedule AXR-1, column B, reflects the pro forma effect of the proposed CFC and FFB
loans on the Applicant’s financial ratios with Staff’s adjusted test year operating income (Docket
No. E-01773A-04-0528). The proposed $4,900,000 CFC loan (at 6.25 percent per annum) and
the proposed permanent $3,050,000 FFB loan (at 4.77 percent per annum) would produce a
TIER of 0.78 and a DSC of 0.65. These pro forma ratios indicate that AEPCO would not have
adequate earnings and cash flows to meet all obligations.

Schedule AXR-1, column D, reflects the pro forma effect of the proposed CFC and FFB
loans on the Applicant’s financial ratios with the revenues recommended in the rate case
(AEPCO and Staff agree on the revenue requirement). The proposed $4,900,000 CFC loan (at
6.25 percent per annum) and the proposed permanent $3,050,000 FFB loan (at 4.77 percent per
annum) would produce a TIER of 1.54 and a DSC of 1.01. These pro forma ratios indicate that
AEPCO would have earnings and cash flows to meet all obligations.

Compliance
As of June 14, 2005, there were no compliance issues with the Commission.

Conclusion and Recommendations

Staff concludes that a finding that issuance of long-term debt for $4.9 million to close the
inactive combustion waste disposal facility on the terms described in the filing is for lawful
purposes, within the corporate powers of the Applicant and compatible with the public interest
can only be made 1) if AEPCO adopts a plan to improve its capital structure in the near future
and 2) Applicant/Staff agreed upon revenue requirement in the rate case is in effect.
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Staff concludes that a finding that issuance of the interim debt for $3.5 million on the
terms described in the filing is for lawful purposes, within the corporate powers of the Applicant
and compatible with the public interest can only be made 1) if AEPCO adopts a plan to improve
its capital structure in the near future and 2) Applicant/Staff agreed upon revenue requirement in
the rate case is in effect.

Staff concludes that a finding that issuance of long-term debt for $3,050,000 to finance
the construction of a low volume waste water pond on terms described in the filing is for lawful
purposes, within the corporate powers of the Applicant and compatible with the public interest
can only be made 1) if AEPCO adopts a plan to improve its capital structure in the near future
and 2) Applicant/Staff agreed upon revenue requirement in the rate case is in effect.

Staff recommends the approval of AEPCO’s request for authorization to obtain long-term
financing on the terms and conditions described in the application in the amount of $4.9 million
contingent upon the Commission’s approval of the proposed/recommended revenues in the rate
case and also subject to the Applicant committing to adopt a plan concurrent with its rate case to
improve its capital structure by increasing the patronage equity portion to at least 30 percent.

Staff recommends the approval of AEPCQO’s request for authorization to obtain interim
financing on the terms and conditions described in the application in the amount of $3.5 million
contingent upon the Commission’s approval of the proposed/recommended revenues in the rate
case and also subject to the Applicant committing to adopt a plan concurrent with its rate case to
improve its capital structure by increasing the patronage equity portion to at least 30 percent.

Staff recommends the approval of AEPCO’s request for authorization to obtain long-term
financing on the terms and conditions described in the application in the amount of $3,050,000
contingent upon the Commission’s approval of the proposed/recommended revenues in the rate
case and also subject to the Applicant committing to adopt a plan concurrent with its rate case to
improve its capital structure by increasing the patronage equity portion to at least 30 percent.

Staff further recommends authorizing the Applicant to execute any documents necessary
to effectuate the authorizations granted.

Staff further recommends ordering AEPCO to provide to the Ultilities Division
Compliance Manager copies of all executed financing documents within 60 days after the loan
agreement is signed.

E-01773A-04-0793




£6.0-0-VEL210-3 "ON 1800 885 'Sajes papusLLLL0dal §,00d3V sioeled , 92
"ueo) g4 wiey-Buo) 000 050'cS pesodold ay) pue ueoj D40 wiL)-Buo| uonw 6 ¢$ pesodosd 8y Jo syoaye sjoBleY . S
£620-70-VEL/10-3 "ON J9%00( 898 "Jeak 159 pajsnipe sels sioaljer,  ¥2

£
¥YE'8GE0ET $ yve'866'22¢ $ ¥ye'86e9ee $ ¥vE'8G56'L22 $ jended [eio . T2
(¥4
%8t 60¥'8¥06  $ %0t 601'810'6 $ %8¢ 6ov'sv0'e  $ %0t 60t'810'6 $ Aynb3 uowwo)| 0z
61
%6'68  9GL'LEG'ZIZ § %L'68 LWr'ers' Yoz $ %6'68 961'1£5'212 $ %L'68 Ly 615 702 $ 19eq uusy-buo| gy
L
%e'9  BLLUBLLVL $ %E'9 y67'09EYL  $ %E'9 8LL'8LL'YL $ %E'9 $61'09E 1 $ 1900 wiel-uoys| 91
¥00Z ‘| JOqWIaAON JO sY| &1
7L
_ €1
L't 0L €90 690 fo+c] + [g+2+1] 2
osa L1
sl 65°L 9.0 810 [sl+[e+t] 01
¥yalL 6
8
L
8/.'8LL'vL $ Y6¥'09E'vL  $ 822'8/1'7) $ P61°09€'v L $ ledioud jo uowhedsy 9
zig'sel'el $ yoL'ele'el  $ ZIG'sGL'EL § voL'cle'el $ esuadx3isamiul G
¥
- [ - $ - $ - $ asuadx3 xe| awoou| [
692'6e5'.  $ 682'685°L $ 6826862 $ 682'685'L $ ‘Howy R uoyepaidsq 2
06818112 $ 06g'18L'1lZ  $ ery'szr'oL $ eYP'sTY0lL $ awoouy Buperedo |

qBUoH o1d ,S91ey pesodoid 8,00d3Y qBUlo o1d £1B8A 1881 peisnipy 8,00d43Y

{al {ol {al [\

199Q pasodoid 8y} Jo s)oay3 sjeipallwy Buipniouy
gjeq [e1oueul] pejoajes

Bujoueu|4 1o} uonesyddy
€6.0-+0-ve2.10-3 "ON 193000
L-UXY *OU| ‘DAnRIado0) Jamod d11198|g BUOZUY



Memorandum

Date: February 23, 2005

To: File
From: Jerry D. Smith, Electric Utility Engineer
Subject: AEPCO Site Visit — December 9, 2004 Docket No. E-01773A-04-0793

AEPCO filed an application on November 4, 2004 seeking financing approval from the Arizona
Corporation Commission (“ACC” or “Commission”) for two projects:
a) $4.9 million to finance permanent closure of its old Combustion Waste Disposal Facility
(“CWDF”) or ash pond and
b) $3.5 million of interim financing for a new Low Volume Waste Water (“LVWW”)
evaporation pond. This interim financing is to be replaced by a permanent loan not to exceed
$3,050,000.

The following documents my assessment of the associated AEPCO’s generation facilities during
arecent site visit. It documents the inactive ash pond and other water facilities. Photos taken during
this visit are attached as exhibits to document what was observed in the field regarding the subject
power plant facilities.

I visited with Arizona Electric Power Cooperative (“AEPCO”) and Southwest Transmission
Cooperative (“SWTC”) personnel on December 9, 2004. The purpose of the visit was to tour the
Apache Power Plant to ascertain the operational status of facilities contained in AEPCO financing
and rate application cases pending before the Commission. Gary Grim served as my host throughout
the entire visit. We were joined by Mark Schwirtz and Charles Walling for the Apache Power Plant
tour.

Plant Water Facilities

Exhibit 1 depicts all of the major water facilities appurtenant to operation of a power plant.
Figure 1 depicts a CWDF constructed north of the plant site in 1995. Meanwhile, Figure 2 shows the
location of the old inactive CWDF or ash pond east of the plant site. Cooling towers in operation
and use for the plant are depicted in Figures 3 through 5. A water supply tank and tower is also
depicted in Figure 3.

The inactive ash pond is no longer “used and useful” and therefore is appropriately being retired
in 2005. A new LVWW for impoundment and evaporation of low flow volume wastewater and
storm water is needed when the old CWDC is retired. The ash pond is being retired and replaced
with a new LVWW pond in accordance with Arizona Department of Environmental Quality
(“ADEQ”) and Arizona Department of Water Resources (“ADWR”) requirements.

All other water facilities were observed to be operational, in use and adequately maintained.
Therefore, I conclude, with the exception of the inactive ash pond, the subject AEPCO power plant
facilities are “used and useful.”

IDS/js

Attachment: Exhibits 1-4

cc: Ernest Johnson, Utilities Director
Steve Olea, Assistant Utilities Director
Del Smith, Engineering Supervisor

JDS: AEPCOCase0793.doc Page 1




Figure 1. New Cooling Water Ponds
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: ure 5. New Colin Tower

EXHIBIT 1
Water Facilities
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Notice of Finance Application
No. 1416

Has. to the personal knowledge of affiant, been published in the news-
paper aforesaid. according to law, on the 7th day of January, 2005.
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’
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Arizona Corporation Commission (the

“Comumission”),. AEPCO seeks Commission
approval to borfow (a) an amount not to
exceed $4.9 million to finance the closure of
the inactive Combustion Waste Disposal
Facility at its Apache Generating Station and
(b) interim and permanent amounts not to
exceed $3.5 million and $3.05 million,
respectively, to finance the construction of a
new Low Volume Wastewater Pond at
Apache. Copies of the Application are avail-
able at the Coramission’s offices for public
inspection during regular business hours and
at AEPCO’s offices at 1000 South Highway
80, Benson, Arizona 85602. - . ©

The granting of motions to intervene shall be
governed by A.A.C.'R14-3-105. Persons
desiring to intervene must file a written
motion to intervene with the Commission,
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certifying that a copy of the motion has been
mailed to AEPCO or its counsel and to all
parties of record in the case. .
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Attention: Docket Control L

Re: Arizona Electric Power Cooperatlve, Tnc.
Docket No, E-01773A-04-0793 . -
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Phoenix, Arizona 85007 .

If you have any questions nbout this apphca—
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tion, you may contact the Consumer Services
Section of the Commission at the above
address or call 1-800-222-7000. - -
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request a reasonable accommodation such as
a sign language interpreter, as well as request
this document in an alternative format, by
contacting  Yvonne
YMcFarlin@admin.cc.state.az.us, the ADA
Coordinator, voice phone number 602-542-
3931, Requests should be made as early as
possible to allow time to arrange the accom-

" modation.
" 1/7/2005. No. 1416
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